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A CASH BASIS FOR UNCLE SAM"—— 


B bes theory of popular control of the public finances is 
that the people give their approval of the public spend- 
ing by their acceptance of the tax burden involved. This 
assumes a balancing of the burden of taxes against the 
benefits provided through spending, and eventually a level- 
ing off of the scope of public activities at a point where the 
disutility, or burden, of the additional taxes equals the 
utility of the final installments of the public services. 

In practice, the volume of spending and taxing is never 
adjusted with any exactness by this principle. A reasonable 
margin of error is to be expected because of the slowness of 
popular reaction and also because of the cross currents of 
interest in a democratic community. The taxpayers’ con- 
cern over their taxes is not always sharply severable from 
their anticipation of benefits from the spending. 

Sometimes, however, the margin of error becomes en- 
tirely too large to be accounted for by reasonable explana- 
tions of attitude and conduct. This is particularly the case 
when the finances have got out of control. In such cases 
resort must be had to severe measures. The control device 
that is most effective is known as the ‘‘cash basis’. It is 
most widely employed in the field of municipal finance, 
and there it means that the local governing body may not 
appropriate for expenditure more than may reasonably be 
anticipated from taxes and other available revenues. Noth- 
ing is to be gained from padding the estimates of revenue 
for a given year, since any deficiency of realized receipts 
below the amount of the expenditures in one year must be 
made good by an additional tax levy in the succeeding 
year. In other words, the cash basis requirement is one 
which calls for the maintenance of a balanced budget. 
Failure to live within actually realized revenues is prompt- 
ly reflected in the imposition of the “tax overlay”, and 
this rise of the tax rate or levy becomes the warning signal 
that indicates undue liberality in the spending. 

The financial management of cities and other local units 
can be held to account in this way by statutory enactment.1 
There is quite as good a case for imposing a similar stan- 
dard upon the operations of the states, and even upon 
those of the federal government. In both instances, how- 





1 The best example of local cash basis legislation and practice is to be found 
in New Jersey. 
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ever, mere statutory provisions are not adequate, for any 
law enacted by one legislature or Congress can be repealed, 
amended, or sometimes simply ignored, by its respective 
successor. The only effective way to assure this kind of 
fiscal control at the federal or state level is by constitu- 
tional provision. 

Some of the states have reasonably effective safeguards 
of this sort, and various proposals have been made to 
amend the federal constitution in this direction. Before 
examining these, we should consider further the warrant 
for undertaking anything of the sort. For this purpose, 
let us go back to the basic principle stated at the outset 
regarding the manner by which popular control over the 
purse is to be exercised. It was noted there that the tax- 
payers are supposed to be sufficiently alert, as good citi- 
zens, to set limits to the amount of public spending by 
indicating their unwillingness to carry a heavier load of 
taxation. Now we must grant that, by and large, taxpayers 
are as much interested in the public welfare as any one 
else. Furthermore, they probably take as much interest in 
public affairs as anyone else. But the taxpayers do have 
some other matters to occupy their time and attention. 
They have to keep their respective businesses going, they 
must stay on the job in order, among other reasons, to 
earn the money that will surely be demanded of them in 
taxes. They also, like other people, have to eat and sleep 
and try to get a little fun out of life as they go along. 
They cannot do all of these things and keep the kind of 
eagle eye upon the public business that would be required 
if they were to try to maintain an exact balance between 
the diminishing utility of more public services and the 
increasing disutility of more taxes. 

Here is where the principle of the cash basis enters. 
Applied, for example, in the federal finances, it would 
mean that when appropriations were made, under which 
the expected expenditures would exceed the available 
revenues, provision would have to be made to increase the 
revenue receipts. The consideration by the Congress of 
new taxes, or of tax rate increases, would be a kind of 
burglar alarm. It would serve notice which could not be 
overlooked or disregarded as to what was happening. Tax- 
payers could then give the matter their full and undivided 
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attention and express their views to their representatives 
in Congress. 

Those who must pay the bills are entitled to some such 
protection as this kind of cash basis requirement would 
provide. Being able, in the nature of things, to devote 
only a part of their time and attention to public affairs, 
they are no match for the professional advocates of more 
public spending. The latter often have no other occu- 
pation, and it is a generally valid principle that one who 
gives all of his time and attention to a line of endeavor 
can easily out-point opponents who are not able to give an 
equal amount of time and attention to their side of the 
case. Ordinarily, taxpayers must and do, with justice, re- 
pose confidence in their elected representatives, which 
means leaving to them the details of planning and manag- 
ing the public business. But political systems and political 
methods being what they are, these elected representatives 
can usually rationalize a case for yielding to the spending 
pressure because it is ordinarily much greater than that 
exerted by the taxpayers. 

However, if it were obligatory to cover all expenditures 
by providing more revenue, there would be opportunity 
for the development of more nearly equal pressures upon 
those who must vote the appropriations. It would not 
necessarily follow that all proposals to provide more funds 
for public services would be rejected. It would assure, 
though, that the merits of these proposals would be sub- 
jected to far greater public consideration than would be 
the case otherwise. Since some of them could not stand 
up under too much publicity and critical examination, it 
would follow that when the taxpayers assented to the 
additional taxes required, they would have some sort of 
ground for believing that the projects accepted were worth 
while. That assurance of this sort is now too often entirely 
lacking is all too evident. 

The size of the present debt and the grave dangers in- 
herent in its further substantial increase provide added 
reason for insisting that the federal finances be put, hence- 
forth, on a cash basis. Were that to be done, there would 
still remain the highly important question of the level of 
the federal spending and taxing. If the taxpayers were 
sufficiently united in demanding that the total of the fed- 
eral taxes be reduced by many billions below the amount 
now anticipated for the fiscal year 1947, they could enter 
the contest for tax reduction with the assurance that their 
future income was not being more heavily mortgaged than 
it already has been, because of large federal deficits. 

‘Various proposals have been made, looking to closer 
control of the federal finances. They have one weakness 
in common, however, which is that they do not effectively 
guard against deficit financing. A brief review of these 
proposals will make that point clear. In this summary no 
disparagement is intended, for the suggestions that have 
been made are the only hopeful signs to appear. 

One suggestion is the constitutional amendment intro- 
duced by Senator Millard Tydings, of Maryland. It pro- 


vides, in effect, that no appropriation in excess of available 
revenue shall be made except by a three-fifths vote of both 
houses of Congress. This would tighten somewhat the 
control over spending, but it leaves open the question of 
what is to happen if an appropriation should be enacted 
by the required majority in each house. Obviously, Con- 
gress would be appropriating money that was not there, 
and for which no provision was being made except on the 
assumption that the Treasury were free to borrow the 
extra amount needed. If the public debt already outstand- 
ing were so near the legal limit as to prevent the issue 
of enough debt to cover the total appropriations, as author- 
ized by the three-fifths votes, naturally the expenditure 
of some part of these appropriations would be unlawful 
unless the debt limit were to be increased. 

Another device is that which was proposed by the 
LaFollette-Monroney Committee. It was that the two ap- 
propriation committees and the two taxation committees 
of Congress should announce, early in each session, the 
total of expenditures and revenues as estimated for the 
ensuing fiscal year. If the expenditures were to exceed 
the revenues, there should be an authorization of the 
necessary debt increase by record vote in each house. If 
the appropriation as voted should exceed the total re- 
ceipts, including the authorized debt increase, the Presi- 
dent should have power to reduce all non-mandatory ap- 
propriations proportionately by enough to bring them 
within the total of the receipts from revenues and loans. 

As finally enacted, the proposal was considerably weaker 
than that just outlined. Its most valuable feature is the 
introduction of the principle of joint action by the com- 
~#ttees which deal with spending and taxing. The value 

this action cannot be understated. It is an absolutely 
essential first step toward any sort of rational approach to 
federal fiscal control. 

A question may arise as to where the new legislation 
leaves the President’s budget, which would have been 
transmitted to the Congress some weeks before the date 
on which the budget statement by joiat committee action 
was due. The answer is that it is left just where it was be- 
fore. The executive budget has never been regarded, either 
in law or in practice, as anything more than a series of sug- 
gestions to Congress. There is no obligation upon the 
latter to consider the budget, formally or seriously. The 
appropriation committees have regularly conducted their 
own investigations of the requests submitted by the execu- 
tive agencies, a process which more or less duplicates that 
which the budget bureau has already done. The awkward 
part of the new arrangement is that the appropriation 
committees must announce a total of anticipated expendi- 
tures before all of the hearings by sub-committees have 
been concluded, unless these hearings are to be opened 
earlier and conducted more expeditiously than heretofore. 
Without such benefit, the joint declaration as to the appro- 
priation total must either lean much more heavily upon the 
President’s budget estimates, or involve substantial guess- 
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work, the only check upon which would be the attitude of 
the taxing committees to join in a statement which involved 
tax increases or the inability to make tax reductions. 

The problem of responsibility for the budget has not yet 
been squarely faced in this country. Some of the states 
have dealt with it by requiring that the legislature con- 
sider and act upon the governor's budget before intro- 
ducing and acting upon other appropriation bills. In deal- 
ing with the governor's budget, no item of expenditure 
may be increased, but any item may be decreased or de- 
leted. The theory here probably is that since the governor 
can submit only half a budget—that is, one which deals 
authoritatively with expenditures but not with revenues— 
the legislature must be free to determine whether or not 
to impose the taxes that would be required to cover the 
full amount of expenditure proposed. The President is 
in the same situation. He can offer revenue estimates, and 
recommend tax changes. He has no authority to initiate 
tax legislation or any other sort. Hence his budget must 
always remain merely a set of recommendations. The di- 
rection which the solution of our problem should take 
seems to be that of greater congressional consideration of 
the President’s estimates and recommendations as to ex- 
penditures, and a tendency to accept them as maxima, 
to be reduced where the taxation outlook appears to re- 
quire. The only feasible alternative would be the organi- 
zation of a Congressional staff that would be, in effect, 
a duplicaton of the present estimating divisions of the 
budget bureau, or else the transfer of this part of the 
bureau from the executive office of the President to a joint 
committee on budget policy in the Congress itself. 

From another direction we have the constitutional 
amendment for the limitation of federal tax rates on in- 
comes and estates to 25 per cent. This amendment has 
already been endorsed by a number of state legislatures. 
The procedure follows one method of constitutional 
amendment, which is that if the legislatures of two-thirds 
of the states join in requesting the Congress to submit an 
amendment, the same shall be submitted for ratification. 
In part the argument for the 25 per cent limit rests on the 
proposition that eventually the revenues will not be im- 
paired; but in part also there must be implicit in the idea 
the thought that if the revenues do not hold up, the ex- 
penditures must come down. It is this assumption, if it 
really be implicit in the scheme, that we must deal with 
here. In the event that there is a loss of revenue, then 
there is nothing in the 25 per cent limit amendment that 
would prevent a continuous increase of the public debt. 
Certainly there is nothing in it that would assure a 
restriction of public expenditures to such amount of 
revenue as would be provided by the maximum rate. And 
if the public debt were allowed to increase indefinitely 
while the power to tax were thus restricted, the natural 
outcome would be federal bankruptcy. 

This discussion points the way to the kind of fiscal 
control policy which should be adopted. It must be by 
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constitutional amendment, which is the only authority 
superior to the acts of Congress. The precise wording of 
such an amendment must be left to the legal draftsmen, 
but it should provide, in essence, that there shall be no 
power and no authority to spend money that is not made 
available through taxation and other current revenue re- 
ceipts. If expenditures must be increased, so also must the 
taxes or the charges which produce non-tax receipts. Any 
appropriation bill considered after the money in sight 
has been ear-marked should carry its own means of 
financing. 

Stated in this extreme form, there is no leeway for 
emergencies. The difficulty lies in preventing the leeway 
from becoming a loophole. The term “emergency” is 
both flexible and elusive. If would be necessary to draft 
any reference to this topic with extreme care in order to 
assure that the entire purpose of the cash basis would not 
be defeated by the declaration of a continuous state of 
emergency. Even in the case of war, the determination of 
its duration becomes important. We have had some ex- 
cellent illustrations of the abuse of war powers through 
the failure to relate the termination of these powers to the 
cessation of active hostilities rather than to that technical 
termination which is marked by the formal signing of 
peace treaties with enemy countries. There should be no 
opportunity to defeat the real purpose of a cash basis 
program by manipulating the ending of a state of war or 
such other grave emergency as might be contemplated 
as exceptions to the general rule. 

A cash basis provision in the federal constitution would 
not hamper performance, by the federal government, of 
any of the things that properly fall within the federal 
province in the promotion of the general welfare. If we 
were dealing with the affairs of some weak, impoverished 
country, there might be some excuse for yielding to the 
temptation to incur deficits because of the temporary ad- 
vantage obtained. Even in such a case, however, it would 
be true that the welfare of the people would be ad- 
vanced by paying cash and keeping out of debt. But we 
are not considering the financial problem of an impover- 
ished nation; on the contrary, we are discussing the 
finances of the richest and economically most advanced 
nation in the world. It is a confession of impotence which 
is wholly without warrant to say that the government of 
such a country cannot keep out of the red. 

Theoretical objections may be anticipated from two 
sources. One is the argument that since a national or 
sovereign government can create money, it would be an- 
omalous to provide that the money must be there in the 
Treasury in order to be spent. According to this argument, 
government can and should create such money as it needs 
as long as there be ink and paper, and a good engraver 
to make the designs. 

The present inflation scare should be a sufficient reply 
to this argument. During the war government did create 
a lot of money by selling its handsomely engraved bonds, 
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notes, and certificates to the banks. This money was in the 
convenient form of bank deposit credits instead of in the 
bulky and cumbersome form of paper money. There was 
no corresponding addition to the stock of the kinds of 
goods that the people want to spend money for, and there 
would be no such addition if government were, in future, 
to finance itself by running the printing presses. As the 
dollars became more abundant they would become cheaper, 
just as has happened during the war. Prices would rise 
and keep on rising. No one would have money enough. 
The stock answer of the exponents of this doctrine is 
that government should take away, by taxation or such 
other convenient means as might be available, enough 
of the surplus money to remove the inflation threat. 

We have today the makings of a good test case for this 
theory. One of the important reasons for higher prices is 
the higher costs that have resulted from the wage increases. 
Another important reason is the huge amount of money 
available for spending. The proper procedure would be 
to go out and take away a lot of the extra money that is 
being used to force prices up. Such a policy could not be 
effective as to prices without cutting deeply into the re- 
cent wage increases, either by reducing the wages or by 
increasing the taxes on these wages. The high prices 
cannot be laid altogether to profiteering, for business 
profits, even before taxes, are receding from their war- 
time peaks. They cannot be laid to the alleged large 
accumulations of savings, for the only available data on 
this subject, recently compiled in the Department of 
Agriculture, indicate that the holders of these savings are 
being very canny about when and for what to spend them. 
The principal pressure on prices, from the demand side, 
comes from the huge current flow of wage and salary 
payments. Hence, the logic of functional finance requires 
that this flow be reduced, either by reducing wages or by 
increasing the rates of withholding tax. It would be 
interesting indeed to have the reactions of a convention 
of labor leaders to any such proposition. 

The plain truth is, as this writer has often pointed out, 
that there is no feasible way of determining those, among 
our citizens, who are in possession of enough income and 
who are using their income in such manner as to cause 
the damage that functional finance would avert by taking 
away the surplus money, or income. Another plain truth 
is that if government lives within that income which the 
citizens are willing to supply through the operation of 
the tax system, there will be no creation of spending 
power that has no counterpart in goods for use and con- 
sumption. There will be no cheapening of the dollar 
through the artificial machination of planners and spenders 
and no need to attempt a spoliation of anyone’s income 
on the trumped-up ground that he has too much for his 
own, or his country’s good. 


The other line of objection to the proposal for a fed- 
eral cash basis is likely to come from the compensatory 
spenders, those who hold that there should be deficits in 
the depression years, to be offset by surpluses in the pros- 
perous years. A constitutional provision for a cash basis 
would prevent the incurring of deficits even during the 
depression years, unless the situation fell into a carefully 
restricted definition of an emergency. 

This matter has also been dealt with in earlier issues of 
The Tax Review.2 The points that have been advanced in 
reply to this line of argument may be briefly summarized. 

First, the causes of economic depression are to be found 
principally in non-fiscal fields. That is, a depression is 
not caused, in the main, by the taxing or spending policies 
of government, but by the mistakes of both government 
and business in other fields. The prevention or the mini- 
mizing of depression lies principally, therefore, in not 
making these mistakes over and over; and the cure of 
depression also lies in the correction of the blunders that 
have led to it. Since the cause and cure of depression are 
alike alien to the budget, as such, resort to the budget as 
preventive or cure is alike incompetent, immaterial, and 
irrelevant, as the lawyers say. A cash basis program would 
bar us from making the budget the shock absorber for mis- 
takes of every sort that are made in running the economy. 

Second, budgetary deficits during a depression are not 
necessary to provide such relief as may be required. The 
first line of defense against the distress of unemployment 
is to prevent the unemployment through an adjustment of 
wage rates. No business concern can afford to pay pros- 
perity wage rates during a depression and keep the same 
number employed as before. Something has to give way 
and if the wage rates are the rigid and inflexible element, 
then the number employed becomes the flexible element. 
It could be the other way around, in which case there 
would be much less distress and much less need of relief. 

Third, there can and should be a certain flexibility of 
the public expenditures. Some shift of emphasis would 
permit the channeling of public funds into relief purposes 
rather than for some of the purposes which might have 
had a higher priority in prosperous times. There is no 
more need for “government as usual” during a depression, 
with relief as an added burden, than there is for “busi- 
ness as usual” during war, with war costs an added burden. 

To paraphrase a trite but often v. y true saying of the 
successful man, ‘All that I am I owe to my mother’, we 
might say, “All that government is it owes to its taxpayers”. 
A cash basis program is a worthy measure for their pro- 
tection, and a salutary kind of burglar alarm when question- 
able raids against the public treasury are in prospect. 

Harcey L. Lutz 
Professor of Public Finance 
Princeton University 


2 cf. The Tax Review, December 1945, January and February, 1946. 








